THE investment expansion that
started about 5 years ago has con-
tinued in 1965. By the third quarter,
pross private domestic investment was
$9 billion above the 1964 rate. Most
of this advance was in nonresidential
fixed investment, which inereazed
through the first three quarters, eon-
tinuing the steep rise that has been
underway for & few years. Third
gquarter inventory accumulation, though
down from the peak of the first quarter
of 1865, was also above last year's pace.
In contrast, outlays on residential
structures were at about the same rate
as they were in the middle of 1964,
having fluctuated without any appar-
ent trend since then. They are still
a little below the peaks reached early
last year. Net foreign investment was
somewhat lower this year than last.
The rise in private investment was
matched by a rise in private saving from
1964 to the third quarter of this vear,
Undistributed corporate profits rose
$6 billion—mostly during the first
half—and accounted for two-thirds of
the advance. The corporate cash flow
was augmented by a $2} billion advance
in ecapital consumption allowances.
Personal saving, which had been low
during the first half, moved up sharply
in the third quarter, to a volume about
$1 billion above the 1964 rate.

The difference between Federal re-
ceipts and expenditures on income and
product account displayed a pattern
just the opposite of that shown by
personal saving. During the first half
of 1965, the Federal Government
showed a surplus averaging $2% billion
(annual rate); during the third quarter,
it ran a deficit of $4 billion. To a
large extent, these swings in personal
saving and the budget position were
closely related. Early in the year,
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higher personal tax settlements on 1964
incomes boosted the Government sur-
plus and held down the rise in dispos-
able income and savings; in the third
quarter, the cessation of these settle-
ments and the retroactive Social Secu-
rity payment tended to raise personal
saving while increasing the Govern-
ment deficit.
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Contrast with earlier expansions

The investment expansion, together
with inereases in consumer purchases
of antos and other durable poods, led
to a marked rise in the demand for
credit, which was largely accommaodated
at stable or slightly rising interest rates.
This is in marked contrast to develop-
ments during previous periods of in-
vestment growth, for example, those of
1955-57 and 1959-60, when increased
credit demands were accompanied by
sharp inereases in interest rates,

The comparative stability of interest
rates during the economic advance
that started in 1961 has reflecied two
major developments that differ from
earlier experience: Corporate internal
funds have advanced almost without
interruption, and monetary policy has
been more oriented toward keeping
interest rates stable.

Corporate profits before taxes have
risen almost every quarter during the
past 5 vears, whereas profits peaked
rather early in previous expansions.
The beneficial effects of this profit
performance on internal funds were
enhanced by the liberalization of tax
depreciation regulations, by the tax
credit on new investment, and by redue-
tions in corporate tax rates. Although
dividends were increased substantially
over this period, internal funds rose
$24 billion from early 1961 through the
summer of this yvear.

Over most of the current economic ex-
pansion, the rapid growth in corporate
investment has lagged behind the rise
in internal funds, eorporation borrowing
has been limited, and liguid assets
have been well maintained. In eon-
trast, earlier economic expansions were
characterized by a rise in investment

L
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cutlays greater than the risa in interpal
funds, by relatively heavy corporate
borrowing, snd by reductions in hold
ings of liquid nssete.

Generslly speaking, monetary policy
sinca 1961 Las been omented Loword
providing sufficient funds to finance
the risa in bu=iness aclivity; during
enrlier ecopormnic advanoes, there were
shifts to tight money after the initial
recovery pariods. The current husiness
advance has besn marked by reserd
expansions in bank credit, wherens
during earlisr economic rises the velume
of new bank eredit declined.

During the past 9 months, however,
thare hos been some reversion to post
potterns: The growth of corporats in-
vestmeant sutstripped the 1= in interpal
Tands; eorporate borrewing incraased,
and since late least yesr, monetary
poliey hes been somewhat less angy.

Monetary policy moves auway Jfrom
eqse

A moderats inecrease in pressura on
bank reserve positions has been ap-
prrent this year. Although the voluma
of bank credit supplied 50 far in 1965
hos been 22 percent sbove the 194
rate, mew credit, though substantial,
has declined from the vary high firat
quarter pesk.

The chapge in monetary policy has
permitted bank reserves to expand,
but not enough to match the increase in
total eredit. Although Federnl Re-
serve purchoses of U3, Government
eecurities through September wera gver
%2 billion as compared with less than
$1% billion in the corresponding period
of 1964, & 51% billion decline in the
gold stock and a $¥% billion increvse in
corrency in circulotion absorbed the
funds supplied by the open-morket
purchases. Borrowed reserves hove
risen throughout the year and by
SBeptember bad reached #4627 million,
the higheat since the end of 10569,

As compared with Jast year, business
loans have expanded very sherply in
19466: The $114 bilion incrense this
year (seasonally adjusted sonusl rate)
was almoat twice the incresse in all of
1964. The rata of advance slowed nftar
the adoeption of voluntary guidelines on
‘forelgn lending early in the year and ns
stesl jnventory acewmilation by stesl

SURVEY OF CURRENT BUSINESS

usere slackened after the threat of a
steel sirike dispppeared. Leading to
consumers in 1965 hos outpaced lnst
year's rate by B wide margin: $4k
Lillicn ns compared with $23 billion.
Purchoses of State and local =eeurities
nt 8% billion have bean 80 percent
shove the 1084 paca. Keal sstete loans
inereased almost $6 hillion, slightly
above the pravious year's rate.
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As bonks khave met the enlargad
doemnnde of their eustomers for cradit
secommodation, bank boldings of U.5.
(zavernment seeuritiee have been re-
ducedt by almoat $7 billion so far m
1985, as comparad with a decline of less
than #1 billion in 1984. In recent
months, the slackening in businesa Joan
demnnds and a decline in bank invest-
ment in tax-exemspt securitiea have
been reflected in & modest restoration of
bank holdings of 11.8. Government
B&CUTities.

Corporation investment up

Carporate fixed and inventory invest-
ment has risen sharply this year. As
noted earlier, the ineressed investment
requirements have ouislripped the rise
in internal funds, and torporations
have increazed their borrowing,

Tixed investment expenditures this
year have risen more then 55 billion at
annual rates sbove the 1944 pace and
reached %33 killion ot seasonally ad-
justed anonual rates by the third
quarter. Moenufacturers of both dura-
ble and nondursble geods have been
responsible for an unusually lorge pact
of the inoresse. In contrast, investment
by corperasiions in aparnent houses
bas ghawn litile increase frowm the vate
of the last 2 years.

Corporations have pdded about 34
hillion (a6 snnuel rate) te their inven-
tories so far in 1965; this compares
with an incresse of 34X billion in 1964.
The rate of socumuletion was highest
in the first quarter end has since
maoderated,

Direct investment abroad by U.S
corporationas roas in the first half of 1965
to an onzual rate of over 34 billion, I+
is expected that there will be a lower
rate of outfow in the second half of the
year.

Corporate before-tax profita have
risen sharply ngein this year. The
second phase of the reduction of Fed-
eral taxes has also increased after-tax
profits, Since dividend payments,
though high, have grown little so far
this year, retained earnings have con-
tinued to expand, and so have capital
conaymption allowences. Thess Inctors
combined heve ineressed totsl internal
funde by $i billion over 1964. Bacause
of the fsster growth in investment,
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corporations have shorply increased
their borrowing. Early in the year,
bank loans amounied to about $10
billion at anoual rabes, but they bave
sinee fallen as inventory eccumulaiion
has declined.

Bond issues Ly corporations bave
also been stepped up, reaching a pace
of almost $5% billien {nat of retire-
menta) in the first & months of 1965, as
compared with $4 billion in 1964. On
the other hand, stoels fasues, ot under
#1 Lillign, have been whout Lolf of last
yvear's tatal. Mortgnge bomowing hos
been little changed {rom lnst year.

Liquid asseis declined $2 billion in
the fitat ha¥, The decline affeoted
mainly U.8, QGovernment security hold-
ings: Cash holdings—particulerly time
dapoaits—have been well maintnived.
The deoling in heldings of liquid assets
has brought corporate liquidity ratios
to their lowest level since 1948,

Consumer finance

Clonsumers’ invesiment patisrns have
apparently changed somewhat in 1968,
Though total deposit accumulation has
been ahout the apme ns last year, there
. hos been an inoreased emphasis on bank

time deposita end less on savings and
loan shares. Purchoses of corporata
‘and tax-exermmpt bonds have moved up,
and corporate stocks have besa sold on
balencs. Although the stoek market
has been exiremsly sctive this yeor,
evidence as to small investor participo-
tion ie conflictiog: Odd lot purchases
have risen less than total transastions;
mutual fund eales, however, have
moved shead of markst transnctions.

Consumar instellment eredit has con-
tinued to riss. New instollment credit
increased more thon £7# billion ot
anousl rates in the first 9 months of
1986 compared to $5% billion in 1964,
The rise was coneentrated in auto and
per=onal loana,

Mortgage financing hes elimbed
moderntely from last year's paca, Al-
though the number of homes sold was
unchanged from last year, the rising
price level of houses and selective
increases in loan-to-value ratios have
helped 16 raize new mortgage borrowing.

Government borrowing

Although there have been markad
shifts in the Federal budgetary position

SURVEY OF CURRENT BUSINESS

during 198%, they have had litile
direct impact on monsy and capital
markets. The swing from surplus to
deficit in the Federal Budget was not
fully matehed in Pedersl borrowing.
During the firs¢ half of the year, net
Federol debt outsianding fell by 33%
billion, and debt fell further during the
third guorter, The Federal Govern-
ment built up its ensh balances during
the pariod of aurplus end drew them
down in the third quarier,

Trensury financing operations so for
this year have been maked by a
reliance an Treasury bills to rajse cash,
However, theve has been o modarnte
lengthening of the average maturity
of the public delyt becsuse of an advonce
refunding in January.

State and local governments stepped
up their borrowing during the firat ¢
months to an #11 billion annual rete,
as compared witk $10% hillion in 1964.
A subetaniinl volume of these junds
entered into higuid nesets held by State
and local guvernmeats, pending dis-
bursal of the funds on public works,

Interest rten riae

The financial developments reviswed
in this report hove cootributed to a
modernte rise in most market interest
Totes this year. Short-term ratas, which
ross sharply in 1964, ross [urther serly
in the yvear snd bave since Auetusted
around the levels renched then. Afcer
& Jang period of comparctive siability,
long-term yialda moved up this summer,

In part, the different timing of move-
ments in interest rates reflecied dif-
ferent timing in demands for fands:
Inventory buying and assomated shert-
teem fund demands were especially
lerpe early in the year, wharens cor-
porate bond issues were highest in the
summer.

However, sxpectations alss played a
substentizl Tole, particularly in the
summer rise in long-term rotes, After
the emlergement of U.S. militacy por-
ticipation i Vietnam during the sum-
mer, there were widespread expecta-
tions that credit demands—already,
lovgs bocause of the business expan-
sion—would rise even more. In recent
wesks, the rise in merket interest rates
has laveled off, as several Government

13

officinls inve indicated that prospective
economic developments did not require
higher interest rates.

Note on Revised Statistics on
the Sources and Uses of
Corporate Funds

Eecent changes in definitions used in
the National Inecome and Produet Ae-
counts {prepared by the Office of
Business Economies) snd in the Flow of
Funds Accounts (prepared by the
Bonrd of Governorz of the Fadernl
Ragorve System) have brought these
two aconomio accounting systems into
closer definitionnl ngraement than they
wera in the past. A reconeiliation of
the two syetame ie published in tha
November 1885 issue of the Federal
Reserve Bulletin,

The estimates in the Flow of Funds
saetor “nonfarm, nonfinaneinl corpora-
tions” are now gonceptually equivalent
to what OBE wanld publish for such o
sector, (OBE has therefore discons
tinued its previons saries on tha sources
and uses of corporate funds. For the
convenience of our readers, we present
the Flow of Funds data for this saetor
in the sourcee and uses of funds format
on the following two pogez, annuaally
from 1944 through 1964 ; and quarterly,
sensonnlly ndjusted at annual rates,
from 1%52 through the second quarter
of 1965. In the future, these statistics
will be published in the SURYEY as well
a8 it: the Federal Reserpe Bulletin,

The Flow of Funds series hns & some-
what narrower industrinl composition
than OBE's former statistics on the
sources nnd uses of corporste funds.
The Flow of Tunds sector ‘‘nonfarm,
nonfinoncinl  corporations”  excludes
lavms, security and commodity brokers
and deslers, finance companies and
other credit ngoncies other than banks,
end open-end investment compnnies;
all of these groups wers formerly in-
cluded in OBE’s stntistica for she non-
financial sector. .

The relation. of thess sintistios to the
national ineeme snd product data pub-
lished in the August 1985 Sunver is as
follows: The items classified under *in-
teronl souroes'’ represent the portion of

{Tontinued on page £35)
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lntest data showing the covernges of
the enmples used and a reconcilistion
with data collected for use im the
balanes of poymenis accounts.

Tabla T updntes figures on the ax-
ploration nnd development expenditures
of foreign saffilintes charged apninst
their incoms necounte, These fipures
can be used in conjunction with the
data on plani and eguipment ex-
penditures given in this article and in
the Bvavey for September 1965 to
provida & more complete picture of
foreipn investment activity by U.B.
firms.
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Price Changes
(Coniinued from page &)

Uptrand in CPT contintes

From the first to the second quarter
of 1935, the Consumer Price Index rose
gbout ¥ of 1 percent after seasonal
adjustment, about double the average

quarterly rise of the preceding year,

Nevember 1965

Although the average level of prices
wos greater in the third guarter than in
the second, the advance was very swall,
nad indeed since lete apring, the overall
lovel of consumer prices has besn quite
ateady.

_The ubnvsasl spurt in prices this
apring reflectad mainly a sharp ndvance
in food prices, particulerly for ments,
fruits, and vegetables; prices of these
commodities have eased somewhat singe
early summer.

Prices of nonfood commodities, which
kbod been fairly sinble through most of
1064, rosé an overage of ope-hsli of 1
percent in each of the first two quariers
of thiz year but fell back somewhnt in
the third quarter, In houschold dur-
ables and new cars, part of the summer
decline reanltad from the exaiza tax
reduction. Since the tax outs, ses-
gonally adjuated prices of housshold
durable goods have edged down further,
while new cor prices {through Septem-
ber, just before the introduction of the
1986 models) have shovm no signifieant
change, sfter wllowsnce for the wvsual
sensonal influances, Tsed oar prices,
whish rose sontrasessonally at the time
of the aute strikea enriy'last winter,
hava weakened steadily this year snd
are now below tha lsvel of a yoar
earlier.

Prices of consamer services have
continued fo ineresse pbhout as much
s in recent years. Prices of transporta-
tion, medieal, and “‘other'" services
hnve tisen & little more than the average
for all services, and household eervices
{excluding rent) somawhat lesa.

Recent Financial Developments
(Continnad from poge 15

guch items in table 11 of the Augnst
Survey which mecrue to the nonfarm,
nonfinancial group of porpotstions; tha
items classified " under “ineresse in
physical asssats’ represant the portion of
those of “gross private domestie invest-
ment” (tables T and IT of the Awgust
1966 SurvEY) which was purchesed by
this group of corporations,

OBE iz presently preparing a broad
industrial breakdown of the sources and
uses of funds of nonfarm, nonfinencial
corporations.
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